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Abstract This paper introduces the special issue by tracing out the history of
imperfect competition in macroeconomics, particularly since 1980. It argues that in
the search for a micro-foundation for nominal rigidity it was necessary to abandon
the assumption of competitive equilibrium where all agents are price-takers. This led
to models where firms and other optimising agents set wages and prices which were
part of the new Keynesian economics of the 1980s. When these were combined with
quantitative dynamic equilibrium methods it gave rise to the new neoclassical synthesis
models which dominate macroeconomics today. The assumption of imperfect
competition provides an equilibrium with different properties to the competitive, and
one particular focus is on the relationship between the markup and the fiscal multiplier.
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The history of imperfect competition in macroeconomics is a recent one: it was the
central contribution of new Keynesian economics to the development of current day
macroeconomic orthodoxy, the new neoclassical synthesis (NNS). It is useful to
recap the history of this idea1 and to put it in context. The neoclassical synthesis of
the 1950s was based on the assumption that in the short run wages and/or prices
were fixed (as embodied in the IS/LM textbook model and short-run aggregate
supply curve), whilst in the long-run all wages and prices were flexible and markets
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1For a more detailed exegesis, see Dixon (2001, 2007).
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cleared in a competitive equilibrium represented by the vertical long-run aggregate
supply curve2. There was an internal tension with this approach: if you assume that
markets are perfectly competitive, you assume all agents are price-takers. However,
if you want to understand and explain the short-run price or wage rigidity, you have
to assume that markets are not competitive: someone has to set the price or wage. “If
all agents (firms, households) are price-takers, prices can only be explained by some
notion of “demand equals supply” and a shadowy Walrasian auctioneer acting like
an invisible puppet-master cum market maker. This is hardly the basis for a rigorous
theory of why prices and wages are not always at their market clearing levels: maybe
the auctioneer called in sick or went on holiday!” (Dixon 2007).
There were two approaches to this paradox. At one extreme you can stick to the
notion of perfect competition and abandon nominal rigidity: This was the path taken
by real business cycle theory which developed a macroeconomic agenda in which
the nominal side of the economy was ignored. On the other hand, in the late 70s
there emerged a growing attempt to model nominal rigidity as a result of the
optimising behaviour of price or wage-setters. By the mid-80s this had emerged as
the new Keynesian economics: the key papers on nominal rigidity are Taylor (1979),
Calvo (1983), Mankiw (1985), Akerlof and Yellen (1985) and Parkin (1986).
Sometime in the mid-1990s a new neoclassical synthesis emerged. The real business
cycle approach had allowed the development of a sophisticated dynamic framework
for understanding the economy that allowed a quantitative approach to the data that
was theory consistent. The new synthesis consisted in abandoning the perfectly
competitive equilibrium, and moving over to the assumption of imperfect competition.
This could then be used to model nominal rigidity and hence understand issues such as
inflation and monetary policy3.
There are two papers in the special edition which are clearly in the NNS mould
and focus on dynamic pricing DGSE models. First is Gaurav Saroliya’s survey: it
takes a look at the current state of the NNS business cycle model and asks two
questions: what has it achieved, and what are the challenges facing it today. The
main achievement of the NNS model is to provide a model which is micro founded
and immune to the Lucas critique of the older generation of Keynesian models. This
is able to provide a good approximation to many of the features in the
macroeconomic data. However, in there are still some challenges and the fat lady
is not even on the stage yet. Two main issues are identified. First, the standard NNS
model does not have a “hump shape” response: that is, the maximum effect of a
shock is felt on impact, which from VARs seems to be clearly contradicted by the
evidence. The second is persistence: the impulse responses generated by NNS
models are less persistent than the data indicates. Saroliya goes on to explore three
responses to these challenges. These are the inclusion of wage-persistence; habit-
formation and indexation; and lastly heterogeneity.
2 In fact the long-run aggregate supply curve should have been upward sloping: Patinkin suppressed the
wealth effect on the labour supply to ensure that the price level did not affect labour supply—see Dixon
(1995).
3 For a text book account of the NNS, see Walsh (2003) and Woodford (2003).
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The paper by Guido Ascari and Nicola Branzoli also focuses on nominal rigidity,
but on a more narrow technical issue. Several papers have recently tried to explore
the optimal interest rate Taylor rule in the context of an NNS model: the Christiano–
Eichenbaum–Evans model (Christiano et al 2005). One problem in undertaking such
an exercise is how they deal with the problem of the non-negativity constraint on
interest rates. Once you find your optimal Taylor rule, it may well imply that for
certain values of the endogenous variables, the optimal interest rate is negative,
which is not possible in practice. The usual procedure is to ignore the issue so long
as the optimal interest rate if non-negative 98% of the time (Schmitt-Grohe and
Uribe 2004). Ascari and Branzoli find that the optimal policy is robust to the exact
nature of the restriction. This implies that when evaluating the optimal policy, it is
safe to ignore the non-negativity constraint.
However, nominal rigidity was not the only reason to be interested in imperfect
competition: it gave rise to the possibility of a rigorous alternative to perfect com-
petition as a foundation for equilibrium. It had long been recognised that when you
assume perfect competition, you assume that supply equals demand. Many
macroeconomists had thought that this did not make much sense, particularly if
you want to understand possibilities such as involuntary unemployment. Of course
the foundations of imperfect competition had been set up long-ago: Augustine
Cournot had developed the quantity setting model of oligopoly and the solution
concept of the Nash equilibrium4 in Cournot (1838); Edgeworth had taken Cournot’s
concept of the Nash equilibrium and applied it to price-setting with homogenous
products (1897); Chamberlin (1933) and Robinson (1933) developed the model of
monopolistic competition. Whilst these models of oligopoly and monopolistic
competition were well known and utilised in many areas of microeconomics, they
remained outside and unused in macroeconomics.
The key paper to change this was Oliver Hart (1982). This was a simple, tractable
model that defined for subsequent work what we mean by an “objective” demand
curve in general equilibrium: the demand curve facing a price-making firm when it
contemplates what price to set. This paper was then able to derive the general
equilibrium with intuitive macroeconomic properties. In particular, the fact that with
wage setting unions, you could have involuntary unemployment and a low level of
economic activity. It also argued that with imperfect competition you could get a
“Keynesian multiplier”, i.e. one bigger than unity. This was not a model with
nominal rigidity: it was real with no nominal side. This gave rise to a series of papers
that explored the fiscal multiplier in simple general equilibrium macromodels: Dixon
(1987), Mankiw (1988), Startz (1989), Dixon and Lawler (1996). The key focus
became the relationship between the fiscal multiplier and the degree of imperfect
competition. In particular, was the multiplier increasing in the degree of imperfect
competition?
In his contribution Luis da Costa explore the relationship between imperfect
competition and the fiscal multiplier in an empirical context. If we look at the long-
4 I follow the current convention of using the term “Nash equilibrium”, although John Nash’s article was
published over 100 years later. Clearly, the equilibrium concept is the same, although Nash formulated the
concept in a generalised form.
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run fiscal multipliers for GDP, the data does not find any significant relationship
between the markup and the multiplier (indeed, it may even go the wrong way).
Costa argues that the previous literature was largely static in nature and did not deal
with investment. Thus, when you look at the GDP multiplier additional factors come
into play, notably the effect of investment. It is quite possible that the effect of
imperfect competition is to decrease the incentive to invest (since the investor does
not get the whole of the marginal product), leading to less capital accumulation than
under perfect competition. Hence the multiplier may be lower. Also, with a larger
capital stock there is more depreciation present in the GDP. Indeed, when we look at
a net domestic product (NDP) multiplier, we find that when depreciation is excluded,
there is empirically a positive relationship between the markup and the multiplier, as
predicted in the earlier models.
The paper by Neil Rankin argues that the introduction of imperfect competition is
not as unproblematic as is usually assumed. In particular, price-setting behaviour in a
dynamic setting raises a question as to what we mean by rational expectations which
in turn has implications for how we model demand. He adopts a framework very
much in the tradition of Hart (1982), and shows that in dynamic pricing models, the
future prices are influenced by current prices. However, the future price effect can be
modelled in different ways and in particular may need households to have
expectations about out of equilibrium behaviour that are not required when there
is competitive equilibrium.
Marika Karanassou, Dennis Snower and Hector Sala explore the behaviour of
labour markets and the contrast between the different approaches to modelling it.
They consider three views. The frictionless labour market, in which there is a rapid
adjustment to shocks, so that equilibrium output remains close to the Natural rate.
Second, the hysteresis view, even short run shocks can have long-run effects.
Thirdly, their own preferred model of prolonged adjustment based on staggered
contracts, sectoral spillovers and adjustment costs. They argue both theoretically and
empirically that the current division of macroeconomics into short-run (business
cycle) and long-run (growth) is too simplistic. Shocks even thought short term in
nature can lead to long-run ramifications that exceed the normal business cycle
frequencies.
The new Keynesian and new neoclassical synthesis have put imperfect
competition at the centre of macroeconomics, as have the theories of endogenous
growth that largely adopt the non-competitive equilibrium. As such, what we have
seen is a shift that has happened across many parts of economics. In the 1960s, the
study of imperfect competition was mainly limited to Oligopoly theory which was a
part of theoretical Industrial Organisation. Almost all of microeconomics was based
on perfect competition. However, starting in the 1970s the implications of market
power were explored in field after field: labour economics, international trade, public
economics and so on. Macroeconomics has been one of the last bastions of perfect
competition. This is partly as a consequence of training, in that macroeconomists had
not studied oligopoly theory much and it was not present in the literature. Also
ideology played a part: the notion that markets work and are competitive is very
evident in the new classical and real business cycle criticisms of older Keynesian
writings. One interpretation of real business cycle theory is that if you can explain
the data with an inter-temporal competitive equilibrium model, who needs new
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fangled and suspicious ideas like imperfect competition? Well, the papers in this
volume show that you need imperfect competition if you want to understand macro-
economic phenomena and contemporary macroeconomics.
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